
STOP 



Early Journal Content on JSTOR, Free to Anyone in the World 

This article is one of nearly 500,000 scholarly works digitized and made freely available to everyone in 
the world by JSTOR. 

Known as the Early Journal Content, this set of works include research articles, news, letters, and other 
writings published in more than 200 of the oldest leading academic journals. The works date from the 
mid-seventeenth to the early twentieth centuries. 

We encourage people to read and share the Early Journal Content openly and to tell others that this 
resource exists. People may post this content online or redistribute in any way for non-commercial 
purposes. 

Read more about Early Journal Content at http://about.jstor.org/participate-jstor/individuals/early- 
journal-content . 



JSTOR is a digital library of academic journals, books, and primary source objects. JSTOR helps people 
discover, use, and build upon a wide range of content through a powerful research and teaching 
platform, and preserves this content for future generations. JSTOR is part of ITHAKA, a not-for-profit 
organization that also includes Ithaka S+R and Portico. For more information about JSTOR, please 
contact support@jstor.org. 



THE GENESIS OF THE UNITED STATES 
STEEL CORPORATION. 

The consolidations in the steel industry of the Middle 
West, which were organized from 1898 to 1900, were 
generally regarded as industrial experiments. Their capi- 
talization was based upon the predictions of their promot- 
ers that the experiments would be successful. Those 
predictions much time would be necessary to justify. 
Meanwhile the steel trusts were exposed to great and 
evident dangers. Competition from new enterprises was 
everywhere threatened. The future relations between 
the enterprises themselves were by no means certain to 
be harmonious. The profits of the promoters and under- 
writers were known to be large. In short, the position of 
the steel trusts was essentially speculative, — a fact con- 
clusively proven by the sale of their stocks at low values. 
If the values of these securities were to be raised to an 
investment level and kept at that height, these doubts 
and apprehensions must be removed from the mind of 
the investor. This could be done in no other way than 
by the passing of dividends and the building up of a large 
reserve. 

The object of every corporate management should be 
to make its shares worth at all times their face value. If 
its position becomes so strong as to raise the value of its 
shares to a level which returns to the buyer no more than 
the investment rate of interest; if, in other words, a stock 
paying 6 per cent, dividends commands an average price 
of 150, — then the acme of prudent management has been 
reached. In order that this strong position may be at- 
tained, it is of first importance that profits should be 
deferred, and that the corporation should always pay out 
less than it earns, in order that an adequate surplus re- 
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serve should be accumulated. The surplus reserve of a 
corporation is that part of its net earnings which is set 
aside before dividends are declared. The object of its 
accumulation is to provide a fund out of the large earn- 
ings of prosperity from which, in times of decreased earn- 
ings, sufficient can be drawn to maintain the dividend 
rate. The form of the reserve may be either cash, securi- 
ties, or investment in betterments and extensions. The 
availability of a reserve in the first two forms, to make 
good a decline of earning power, is evident. The value 
for the same purpose of capital construction out of earn- 
ings lies in the fact that, in times of depression, improve- 
ments and repairs can be postponed because of work done 
in former years. A larger percentage of net earnings can 
in this way, at such periods, be paid out in dividends, and 
the rate of dividend can be maintained. The effect of 
an adequate surplus reserve is thus to guarantee the 
dividend rate, and to cause the securities of the corpora- 
tion so protected to sell for prices equal to or greater than 
their face value. 

The amount of surplus reserve required to give this 
standing to a corporation varies with the nature of the 
business and naturally bears a certain proportion to capi- 
talization.* This proportion should be increased with 
the irregularity of earnings or of expenses. The business 
of transportation is held to be the most stable of all enter- 
prises. The proportion of surplus reserve demanded by 
the investors in a railway corporation, therefore, repre- 
sents the minimum requirements. Measuring from the 
railway as a standard, the proportion of reserve to capi- 
talization rises with the instability of the business and 
the irregularity of the demand for its products. The 
reserves of those corporations which manufacture the 
necessaries of life represent the minimum requirements 

*In the balance sheet of a well-managed corporation, quick assets will 
nearly equal current liabilities. The surplus reserve is therefore properly to be 
compared with the capital liabilities. 
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for this class. For example, the demand for sugar, flour, 
and oil varies but little ; and the methods and processes 
involved do not require such constant change and im- 
provement as in the case of industries which produce 
silk goods, laces, patent leather, or perfumeries, — com- 
modities in which the popular taste is constantly chang- 
ing. Hence these industries have to provide every year 
large sums for machinery to meet the new requirements. 
The proportion of surplus reserve which is required by 
the investor is necessarily larger in the case of the second 
class of corporations than with those which produce the 
staple commodities. 

Iron and steel, although staple commodities, neverthe- 
less, from the standpoint of the surplus reserve which is 
necessary to sustain the dividend rate of corporations 
engaged in their production, belong to the class of com- 
modities whose demand is fitful and uncertain, and whose 
methods of production are constantly being revolution- 
ized. The surplus reserve of a steel company should, 
therefore, be larger in proportion to its average earning 
power than the reserve of a railway corporation, if its 
securities are to sell at investment prices. Only by the 
accumulation of a large proportion of surplus earnings in 
a form in which they can be got at on short notice, 
can a corporation engaged in the manufacture of steel 
guarantee to the investor that, if he buys its securities, 
his sleep shall be sweet. European manufacturers recog- 
nize this necessity. They are extremely cautious in the 
payment of dividends, and their depreciation accounts 
are generally large.* The conservatism of this policy is 
the more striking in its contrast with another practice 

*The Iron Age of February 17, 1898, says: "A study of the reports of 
English and Continental industrial undertakings reveals that very large sums 
are annually written off from gross profits for depreciation of property, plant, 
patent rights, etc., this course being in some countries made compulsory by 
law, and that in good years very considerable amounts are transferred to 
reserve funds, nor are, in a good many cases, outlays for improvements 
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■which prevails abroad, particularly in England, of charg- 
ing all railway betterments which result in increased 
earnings to capital account, and paying for such im- 
provements by the sale of stocks or bonds, the entire 
net earning being ordinarily distributed to stockholders. 
This contrast between the policy of foreign railways 
and of foreign manufacturing corporations confirms the 
conclusion already reached, — that unstable demand im- 
plies larger reserves, if an investment position is to be 
maintained. A large surplus reserve is of peculiar value 
when earnings are suddenly threatened by competition. 
During the brief interval when the conflict is raging, this 
storehouse can be drawn upon to sustain the dividend 
rate ; and the corporation thus strengthened can sail into 
the safe harbor of a pool or combination with its credit un- 
impaired and its financial reputation intact, while a few 
passed dividends might have inflicted a damage upon its 
reputation which a long period of subsequent good con- 
duct might have difficulty in repairing. The American 
Sugar Refining Company, for example, has been able to 
beat off so many attacks without reducing, until recently, 
the rate of dividend upon its common stock, primarily be- 
cause its directors have set aside a reserve of 20 per cent, 
out of the earnings of monopoly with which to make good 
the losses of competition. 

The accumulation of a large surplus reserve by a new 
form of corporation is peculiarly essential during the first 
stages of its existence, if its shares are ever to command 
high prices. The new enterprise has its reputation to 
make. A certain amount of speculative promotion has 
usually attended its foundation. Its shares have in the 
first instance been sold at low prices, mainly to brokers, 

charged to capital account or represented by an enlargement of the funded or 
floating debt. They are very frequently taken from current earnings or 
drawn from special contingent funds. It is astounding how heavily gross 
profits are drawn upon, notably by Continental companies, before dividends are 
distributed to stockholders." 
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on speculative orders. Conservative buyers hold aloof and 
await the development of its policy, desiring to know if 
the business is to be managed for the stockholders or for 
the stock market, and if the controlling interest proposes 
to stand by the corporation or sell it out to the public at 
the earliest opportunity. This scrutiny is especially pa- 
tient and searching if the capitalization of the company is 
regarded as excessive. The presumption is against the 
corporation thus circumstanced being able to pay regular 
dividends, and the establishment of a secured position is 
peculiarly difficult. The surest, and indeed the only, 
way for a new corporation to attain an investment position 
is to resolutely adhere to the policy of reserve accumu- 
lation, and to refuse to pay dividends until its ability 
to pay dividends is unquestioned. This method of salva- 
tion may be tedious, but it is certain. No matter how in- 
flated the capitalization, no matter how threatening the 
danger of competition, no matter how unstable the de- 
mand for the product, the steady accumulation of earn- 
ings into surplus reserve will in time build a solid 
foundation of tangible assets, upon which, it may be 
slowly, but surely, conservative and honest management 
may rear a structure of investment value. The regen- 
eration of the Midvale Steel Company is a case in point. 
This company manufactures steel tires, projectiles, heavy 
steel forgings, and guns at Nicetown, Pennsylvania. In 
1887 its affairs had become much involved and its earning 
power greatly reduced, partly because of mismanagement 
of the plant, and partly also from mismanagement of the 
finances, dividends having been too large for the require- 
ments of surplus reserve. In that year, interests repre- 
sented by Mr. Charles Harrah purchased a majority of the 
stock. Under the management of Mr. Harrah, in spite of 
severe pressure from the minority interest, no dividends 
were paid for ten years, the entire earnings being in- 
vested in the improvement and enlargement of the plant, 
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and a large surplus being in this way accumulated. Be- 
ginning with 1897, as a result of this policy, while the 
company has continued to set aside large sums for im- 
provement out of the earnings of each year, a very large 
per cent, dividend has been declared. At the present 
time, the financial standing of the Midvale Steel Com- 
pany is of the best ; and if its shares were to be listed on 
the stock exchange, they would command investment 
prices. The storage reservoir of surplus reserve is now 
so large as to warrant the conclusion that, although the 
earnings of the company may rise and fall with the tide 
of demand, its rate of dividend can be maintained. 

As already remarked, the steel trusts were in a position 
essentially experimental and speculative. It would seem 
to have been the plain duty of the management to have 
passed dividends and squeezed out the water in the capi- 
talization of their companies by the accumulation of large 
surplus reserves. More especially was such a conservative 
policy required when the extraordinary profits of the steel 
trade during 1899-1900 are considered.* The interests in 
control of the steel trusts, however, rejected a conserva- 
tive policy ; and all the companies paid the regular divi- 
dends on their preferred stocks from the date of their or- 
ganization to January, 1901. The Federal Steel, Ameri- 
can Steel and Wire, and National Tube Companies, in 
addition to dividends on their preferred stocks paid a good 
return on the common. The combined dividends of the 
Federal Steel, American Steel and Wire, National Tube, 
American Bridge, National Steel, American Tin Plate, 
American Steel Hoop, and American Sheet Steel Com- 
panies from their several dates of organization to January 

*" Recent events have caused much discussion in financial circles of the 
wisdom or unwisdom of declaring dividends on the stocks of the newly created 
iron and steel consolidations. ... It will be better for them and for their stock- 
holders who are investors to accumulate a handsome surplus, so that the dull 
times which are sure to come in the future may not catch them financially un- 
prepared. The bigger the corporation, the greater is the amount of hard cash 
needed when a pinch comes." Iron Age, July 6, 1899. 
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1, 1901, amounted to $29,666,248.50.* The explanation 
of these large dividends is to be found in the nature 
of the securities. The shares of the consolidations were 
divided into preferred and common stock. All of the 
preferred stocks included the cumulative feature, which 
guaranteed to the purchaser that passed dividends would be 
made good before anything was paid on the common stock. 
This cumulative provision had been inserted by reason of 
the greater security which it carried with it. Preferred 
stocks which are cumulative as to earnings, and which, 
in the event of liquidation, constitute a preferred claim to 
assets, are hardly inferior to mortgage bonds and are 
superior to ordinary debentures. The owners of plants 
were more willing to receive such securities in exchange 
for their properties than if the promoter had offered only 
one kind of stock for all purposes ; and, in order to secure 
that general assent which was indispensable to universal 
control, and therefore essential to the attractiveness of 
their monopoly propositions, the promoters had provided, 
in the case of every consolidation in the steel trade, for 
two classes of stock, cumulative preferred and common. 
As long as both classes of stock remained in the hands of 
speculators, and while earnings continued large, this cumu- 
lative feature was no obstacle to the sale of the common 
stock. Indeed, from the standpoint of a speculator, the 
necessity of paying dividends on the preferred stock was 
an assurance that something might be done for the com- 
mon. In the long run, it is true, the value of the common 
stock would probably have been destroyed by the accumu- 

* "All dividends on the preferred stocks were at the rate of 7 per cent., 
except Federal Steel preferred, which paid 6 per cent. During 1900 American 
Steel and Wire, beginning with April 2, paid quarterly dividends on the com- 
mon stock of 7 per cent. During 1900 Federal Steel common paid 1% per cent, 
on January 20 and 2% per cent, on March 20. National Tube common in 1900 
paid iy t per cent, on August 15 and November 15, $2,400,000 being set aside 
out of the earnings of this company to provide for dividends on the common 
stock in 1901. (Supplement to Iron Age, December 27, 1900, Iron and Steel 
Consolidations.) " 
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lation of back dividends on the preferred; but during the 
past two years, net earnings have been adequate to the 
payment of preferred dividends, and the common stock has 
not suffered. This cumulative feature, however, although 
a valuable aid to speculative promotion, was a serious 
obstacle to the accumulation of surplus reserve. It was 
impossible for the steel trusts to decrease their liabilities 
by the passing of preferred dividends, because the passed 
dividends remained alive as deferred claims to future 
earnings. It is true that the directors might, with perfect 
safety to the corporation, have allowed the preferred claims 
to accumulate to any amount. The back dividends need 
never be paid, and an adequate surplus could in this way 
be gathered for future dividend payments on the preferred 
stock. But the morality of such a course, in view of the 
existence of an amount of common stock equal in par 
value to the preferred, which had been purchased iD good 
faith by large numbers of people, would have been doubt- 
ful. The directors could not in fairness deliberately ex- 
tinguish the value of the common stock by accumulating 
back dividends on the preferred. If this result followed 
from causes outside their control, they could not be 
blamed. But the adoption of a policy of surplus accu- 
mulation, however justified when considered by itself, 
the certain outcome of which would be to make the pay- 
ments of dividends on the common stock only a remote 
possibility, would have rendered them morally, if not 
legally, liable to the charge of conspiracy, and could prob- 
ably have been stopped by injunction. No matter how 
necessary the passing of their early dividends and accumu- 
lation of large reserves by the steel trusts may be judged 
to have been, so far as the preferred stock was con- 
cerned, in view of the cumulative provisions included 
in the contract with this class of stockholders, it was 
impossible. 

The payment of dividends on the common stock was 
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less imperative ; but here also there is much to be said in 
justification of the course pursued. The promoters had 
made promises that common stock dividends would be 
paid. The earnings of the corporations were apparently 
large. The preferred stockholders were receiving their 
dividends, and to the holders of common stock it seemed 
unreasonable and unjust that, in such prosperous times, 
a discrimination should be made in favor of the preferred 
stock. The reputation of the management of many of 
the industrial combinations was seriously injured by 
their failure to redeem their promises of dividends on the 
common stock. It is not at all to the discredit of the 
steel trusts that they made every effort to treat both 
classes of stockholders alike. It is true that the payment 
of large dividends was in line with the advantage which 
would accrue to promoters and underwriters from the sale 
of their stock-holdings. It is also true that the payment 
of dividends was a direct appeal to the speculative de- 
mand, and was opposed to the permanent interests of the 
corporations. Considerations such as these have been 
made the basis of censure of the interests in control of 
the steel trusts. They have been accused of mismanag- 
ing the affairs of the corporations in the attempt to sell 
their stocks ; of unloading their own shares upon a credu- 
lous public improperly influenced by their false repre- 
sentations of earning power ; and of draining the resources 
of their properties in an unscrupulous attempt to sustain 
the value of their watered stock. These charges may be 
well founded iii a few cases, such, for example, as that of 
the management of the American Steel and Wire Com- 
pany ; but, in general, there is no basis for them. It might 
indeed happen that, even if conditions had permitted the 
accumulation of surplus reserve, stock market considera- 
tions would have interfered with the adoption of a con- 
servative policy ; but, as matters actually stood with the 
companies, there was little discretion left to the directors. 
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They must pay dividends on the preferred stock or else 
repudiate their promises to the common stockholders, and 
the payment of dividends on one class of securities made 
it very difficult to refuse payment on the other. As a 
matter of policy, all the steel trusts were looking toward 
the early paj'ment of regular dividends on their common 
stock. 

Although the policy of dividend payment was neces- 
sary in view of the charter provisions of the companies, 
this necessity only throws into sharper relief the unwisdom 
of those who framed those charters with their separation 
of stock into two classes and their cumulative reserva- 
tions, — provisions which were opposed to the accumulation 
of necessary reserves, and which worked, therefore, directly 
against the permanent interests of the corporations. No 
censure is too strong for a policy which binds the directors 
hand and foot in the disposition of earnings, and prevents 
them, no matter how well disposed they may be, from safe- 
guarding their properties by the investment of surplus 
earnings against the inevitable losses of fluctuating de- 
mand, of perennial competition and changes in the lo- 
cation and process of industry.* Cumulative preferred 
stock is a double-faced security. It is in reality a bond 
sailing under false colors, calling for an excessive return, 
and injuring, by its unreasonable claims, the junior 
security united with it. It is a makeshift, adopted by 
promoters to make sure of universal assent to their pro- 
posals. It has long since been banished from railway 
financiering, and its recrudescence in the industrial 
charters is a step backward in financial methods. It con- 
demns securities to a speculative position, and it will 
undoubtedly be abandoned in the coming era of industrial 
reorganization. 

* In the case of the National Tube Company the charter authorized the 
accumulation of a surplus only " after the payment of all cumulative dividends 
on the preferred stock and a dividend of seven per centum for each and every 
fiscal year on the common stock." 
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The pursuit of this policy of dividend payment found 
the steel trusts at the close of 1900 in a position which 
invited attack. The small amount of their surplus reserve 
was in striking contrast with their gigantic profits, out of 
which, if the corporations had been properly organized, 
large reserves could have been accumulated. All the 
" water " of combination still remained in their systems. 
But little of the shadow of " anticipated profits " had been 
replaced by the substance of actual earning power. The 
following table presents the surplus reserves of six of the 
corporations which have united to form the United States 
Steel Corporation, at the dates of their last financial 
statements : * — 



Name of Company. 


Capital stock. 


Bonded debt. 


Surplus reserve. 


Per cent, of 
surplus to 
capital- 
ization. 


Federal Steel .... 
American Steel and Wire, 
National Tube .... 
National Steel .... 
American Tin Plate . . 
American Steel Hoop . . 


$99,745,200.00 
90,000.000.00 
80,000,000.00 
59,000,000.00 
46,325,000.00 
33,000,000.00 


$34,538,000.00 

4,471,000.00 

270,000.00 


$4,579,641.95 
10,062,530.00 
8,678,000.00 
3,706,390.77 
2,613,426.15 
3,046,896.45 


3.4 
9 
10.8 
5.8 
5.8 
9.2 




$408,070,200.00 


$39,279,000.00 


$32,686,885.32 


7t 



The insufficiency of this proportion of reserve to the 
total capitalization of the corporations, and the weakness 
of the guarantee that dividends would at all times be paid 
on their stocks, may be more clearly perceived when the 
reserves of the steel trusts are compared with the reserves 
of the best railway corporations. In 1900 the Pennsyl- 
vania Railroad carried a surplus liability account amount- 
ing to 15.8 per cent, of its stock and bond capitalization. 

* Iron Age Supplevient, December 27, 1900. The financial statement of the 
American Sheet Steel Company has not yet been issued. 

t Average. 



528 QUARTERLY JOURNAL OF ECONOMICS 

The surplus account of the Chicago, Burlington & Quincy 
amounted to 15 per cent, of its capitalization ; of the 
Chicago & Alton, 29 per cent.; and of the New York, 
New Haven & Hartford, 15.3 per cent.* It is to be 
remembered that a railway should not be required to carry 
so large a reserve as a manufacturing corporation. The 7 
per cent, average surplus of the steel trusts is, therefore, 
much smaller in relation to the reserves of well-managed 
railway corporations than would appear from a comparison 
of these percentages. Not only were the surplus reserves 
of the steel trusts inadequate on their face, but they would 
be turned into deficits by a proper valuation of the assets 
of these corporations. If we are to assume that the sur- 
plus reserves set down in their balance sheets were actu- 
ally in existence, we must also assume that their $408,065,- 
200 of capital liabilities was represented by corresponding 
values of capital and current assets, — an assumption 
which the most ardent defender of the consolidations 
would have difficulty in making. It is well known, and, 
in fact, has been often conceded by promoters, that the 
preferred stock represents the capitalized value of the 
average earning power of the constituent plants in separa- 
tion, and that the common stock represents the capitaliza- 
tion of the " economies of combination " plus such working 
capital as was provided by underwriters. In other words, 
the preferred stock represented value in existence, and the 
common stock value in prospect. But a balance sheet is 
not properly concerned with the problematical. It should 
deal only with the actual. And, when we consider that 
$215,484,000, or 53 per cent., out of the total stock capi- 
talization of $408,065,000, was common stock, whose value 

*In computing surplus accounts, all liabilities were included which in 
reality count as assets ; e.g., stocks and bonds held in sinking fund, unexpended 
construction account, and the like. Not all of these resources were available to 
pay dividends ; but, on the other hand, much larger sums have been invested 
by these roads in capital construction and charged to operating expenses, 
increasing, in this way, the reserve against decreased profits. 
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was yet to be demonstrated, the security offered to an 
investor in the steel stocks by a surplus reserve of $32,- 
686,000 can be estimated at its true value as considerably 
less than nothing. These balance sheets, in reality, 
showed a deficit much larger than their apparent surplus. 
Such was the result of the policy of liberal dividend pay- 
ments. After two years of high prices and large profits, 
the financial position of the steel trusts was but little 
better than at the outset of their careers. 

I would not be understood to assert that the deprecia- 
tion and betterment accounts of the consolidations had 
been entirely neglected. Large sums had been spent 
upon the properties, chiefly upon blast furnaces and steel 
plants,* and mainly out of their working capitals. The 
inadequacy of these expenditures only appears when 
they are compared with the requirements left unsatisfied, 
which are indicated by the deficiency of surplus reserve. 
The directors did all in their power to build up the 
properties placed in their care. With one exception, 
and that a doubtful exception, there is no evidence to 
show that the business of the steel trusts was not honestly 
and ably conducted. The claims of extortion in prices I 
believe to be largely unfounded, primarily because such 
claims assume a stupidity on the part of the management 
with which their worst eDemies would have no right to 
charge them. Whatever could be done to improve the 
properties was thoroughly accomplished. Considerable 
economies were effected ; and, in particular, the selling 
methods were so revised as to greatly increase earning 
power. The policy of the management in every direction 
but one was a distinct advance over the former methods 
of the trade. But in that one exception lay the root of 
the whole matter. The policy of dividend payment and 
small reserves was, in reference to the financial position 

* " Nearly every one of them is using its large working capital for mod- 
ernizing and improving plant." Iron Aye of June 15, 1899. 
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of the steel trusts, the dead fly in the ointment. The 
safety and stability of the consolidations were sacrificed 
to the unreasonable claims of their securities. 

The effect of this policy had been to unfit the consoli- 
dations to withstand competition. With inadequate sur- 
plus reserves and with high speculative values established 
for their shares, any reduction of the earnings of the steel 
trusts was to be feared by their stockholders as a calamity 
from which there could be no recovery. Such a compe- 
tition, invited by the policy of the consolidations, con- 
fronted them at the beginning of the present year. The 
origin and nature of this threatened competition will now 
be considered. 

The manufacturing companies which were originally 
merged isto the United States Steel Corporation may be 
divided, on the basis of their products, into two classes. 
The Carnegie Steel Company, the Federal Steel Com- 
pany, and the National Steel Company were large pro- 
ducers of steel billets, ingots, bars, plates, and slabs, — 
products not yet in their final form, and constituting the 
materials for other branches of the iron and steel industry. 
The second group, including the National Tube, Ameri- 
can Steel and Wire, American Tin Plate, American Steel 
Hoop, and American Sheet Steel Companies were, as their 
titles indicate, producers of finished steel goods. They 
obtained most of their materials from the primary pro- 
ducers of steel, and converted them into wire, pipes, tin 
plate, sheets, cotton ties, and structural material. These 
two groups of companies, from their location and from 
the nature of their products, had large dealings together. 
The Federal Steel Company furnished the Western plants 
of the American Steel and Wire Company with most of 
their wire rods, and furnished steel billets to the Ohio 
plants of the National Tube and American Bridge Com- 
panies. The Carnegie Steel Company found its principal 
market among the finishing mills of the Pittsburg dis- 
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trict, including representatives of all the members of the 
second group of producers. The National Steel Company 
supplied a portion of the demands of the Tin Plate, Sheet 
Steel, and Steel Hoop Companies, whose financial control 
was identical with its own. Between these companies, 
until the fall of 1900, there was no reason for competition. 
The mills of the Carnegie Company in Pittsburg were 
five hundred miles distant from the principal plants of 
the Federal Steel Company in Chicago. The National 
Steel Company, although its mills were, properly speak- 
ing, within the Pittsburg district, was not yet strong 
enough to come into serious conflict with the Carnegie 
Steel Company. As for the finishing companies, their 
products were so entirely distinct as to afford no ground 
for competition. So long as the active demand for steel, 
which had begun in the winter of 1898-99, should con- 
tinue, there seemed to be little danger of conflict. Every 
company was fully occupied, and had no need to go out- 
side its own province to keep its mills running. 

The harmony of interests among the various companies, 
however, was unstable, depending, as it did, upon a re- 
striction of each producer within his own field. If, for 
any reason, the primary producers should enter the lines 
of finished material, or if the finishing companies should 
either attempt independence by producing their own pig 
iron and steel or should invade the territory of their 
fellows, a serious competition would immediately result. 
The productive capacity of the different interests was so 
large that successful invasion by any one of them of a 
field hitherto controlled by others would mean serious in- 
jury to the original occupants. The modus vivendi of the 
iron and steel trade was, therefore, a condition of unstable 
equilibrium.* 

* Iron Age, December 9, 1899. . . . "Presumably, the National Steel, Fed- 
eral Steel, and Carnegie Companies are going to keep out of the wire trade so 
long as their billets, and, in the ease of the Federal, also their rods, are con- 
sumed in due proportion by the American Steel and Wire Company ; and pre- 
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With the reaction in the steel market which began in 
the spring of 1900 and continued until November of that 
year, it became evident that the trade must adjust itself 
to a smaller margin of profits ; and the conflicting forces, 
which had been held in abeyance during the season 
of prosperity, became alarmingly active and threateningly 
evident. The stock capitalization of the recently formed 
consolidations was based upon the large profits of 1899. 
If dividends were to be continued during periods of 
reduced demand, every effort must be made to strengthen 
the position of the companies by reducing expenses. In 
no other way could this improvement be so readily made 
as by securing the largest possible measure of indepen- 
dence in the field of raw materials. 

In 1882 the Carnegie Steel Company (then Carnegie, 
Phipps & Co.) had inaugurated a policy whose object was 
to control all the factors which contributed to the produc- 
tion of steel, from the ore and coal in the ground to the 
steel billet and the steel rail. The purchase of a control- 
ling interest in the stock of the H. C. Frick Coke Com- 
pany, the largest owner of coal lands and the largest 
producer of coke in the Connellsville region, insured to 
Carnegie, Phipps & Co., besides a majority share in the 
earnings from the sale of coke in the open market, a sup- 
ply of coke at prices so close to the cost of production as 
in later years to be a matter of legal complaint from the 
minority stockholders.* In 1899 the Frick Coke Com- 
pany owned fully two-thirds of the coal still remaining 
in the Connellsville region. The Carnegie Company 
also leased 98,000 acres of natural gas land in Western 
Pennsylvania, and purchased valuable limestone quarries 
in the Pittsburg district, securing by these several pur- 
chases an independent supply of fuel and fluxing mate- 

sumably, so long as the National Steel secures a satisfactory outlet for its bil- 
lets, bars, and slabs to the steel and wire and other large consumers, it will 
in turn keep out of the steel-rail business." 
*Iron Age, March 1, 1900. 
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rial, and adding to the earnings of their steel mills the 
profits on the production of these materials. The Car- 
negie Company was also active in obtaining control of 
its ore supply and its transportation facilities. By the 
purchase in 1896 of a five-sixths interest in the stock of 
the Oliver Iron Mining Company, which controlled large 
ore deposits in the Gogebic and Marquette ranges, — hold- 
ings which have since been greatly increased, — and by a 
fifty year contract made in 1897 with the Rockefeller 
iron mining and transportation companies, by which 
the Carnegie Company agreed to pay a royalty of $1.05 
per ton for a yearly supply of 1,500,000 tons of soft ore 
delivered on shipboard, and a further maximum payment 
of 80 cents per ton for the transportation of this ore 
to the lower lake ports, the Carnegie Company secured 
an abundant supply of both hard and soft ores at prices 
which were not only more stable than those of the open 
market, but which were lower than the prices paid by 
outside companies. The Carnegie Company also pur- 
chased a controlling interest in the Pittsburg Steamship 
Company, which owned in 1900 11 steamships and 2 
tug-boats, with 6 additional steamers under construc- 
tion. It also secured control of the Pittsburg, Bessemer 
& Lake Erie Railroad, extending from Conneaut, Ohio, 
where large docks were built and ore-handling machineiy 
installed, to the Carnegie Mills at Duquesne. This rail- 
road was reballasted with cinder from the blast furnaces, 
and relaid with 100-pound rails. The equipment was 
replaced by the first steel cars used in the United States, 
and by the heaviest engines. Through these several 
improvements the cost of transportation was reduced to 
1 mill per ton mile, the lowest cost with one exception * 
of any railroad in the world. The ownership of an 
ore fleet made the Carnegie Company independent of the 
wide fluctuations in lake rates, and their control of the 

* The Duluth, Mesaba & Northern, controlled by the Rockefellers. 
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railroad gave them transportation at cost ; for the Pitts- 
burg, Bessemer & Lake Erie Eailroad until last year had 
paid no dividends.* By the close of 1897, the Carnegie 
Company was almost completely self-sufficient in all the 
factors of production. The profits which competitors 
added to their costs were added to its earnings ; and the 
possession of these advantages, along with the admirable 
equipment of its furnaces and mills, gave to the Carnegie 
Company the foremost position in the iron and steel 
trade of the United States, if not in the world.f 

The lessons of this example were not lost upon the 
leaders in the iron and steel consolidations of 1898 and 
1899. No sooner were the new companies fairly upon 
their feet, and had realized the necessity of greater econ- 
omy, than they began a movement which looked toward 
the attainment of an independence in raw materials 
similar to that which the Carnegie Company had already 
achieved. This independence, it should be observed, had 
been in every case but one — the National Tube Com- 
pany % — provided for in the original constitution of the 
companies; and the certain realization of this indepen- 
dence had been urged by the promoters as a most impor- 
tant advantage which the new companies would enjoy. 
The Federal Steel Company included in its list of prop- 
erties the Minnesota Iron Company, which controlled 
150,000 acres of ore land in Minnesota, and was the 
largest producer of hard ore on the five ranges. The 
Federal Steel Company further controlled the Duluth & 

* Commercial and Financial Chronicle, January 19, 1901, p. 137. 

t It is to be noted that a similar policy of independence in the matter of 
fuel and iron ore had also been carried out at this time (1897) by the Cambria 
Steel Company (Jones & Laughlin), the Lackawanna Steel Company, and the 
Pennsylvania Steel Company ; but none of these companies carried it to such 
profitable lengths as did the Carnegie Company. 

I Iron Age, June 1, 1899. " Aside from an interest in the Mahoning mine, 
on the Mesaba range, held by the National Tube Works Company, none of the 
concerns own ore property. We understand, however, that arrangements for 
an ore and coke supply for a long series of years have been recently completed." 
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Iron Range Railroad, which hauled the product of the 
Minnesota Iron Company, and the Chicago, Lake Shore 
& Eastern and Elgin, Joliet & Eastern Railway Com- 
panies, owning 346 miles of road in Illinois, and furnish- 
ing an independent connection between the various plants 
of the Federal Steel Company in the Chicago district. 
The Federal Steel Company also included among its hold- 
ings the property of the Minnesota Steamship Company, 
consisting of twelve steel steamers and ten barges, besides 
valuable dock property on the upper and the lower lakes. 
This company subsequently acquired a small area of coal 
land — 1,620 acres — in the Connellsville district, with 
1,100 acres of inferior coal in adjoining districts and in 
West Virginia. The ore supply and the transportation 
facilities of the Federal Steel Company were not greatly 
inferior to those of the Carnegie Company, although its 
supply of Connellsville coking coal was not adequate to 
its future needs. As before remarked, the location of the 
Federal Steel Company was such as to separate its main 
plants by so great a distance from those of the Carnegie 
Company as to make serious competition between them 
unlikely, except in times of severe depression. The two 
companies had no large dealings together: one was su- 
preme in the West, and the other in the East. 

The American Steel and Wire Company, however, — a 
large customer of the Federal Steel Company in the West, 
and of the Carnegie Steel Company in the Pittsburg dis- 
trict, — followed the example of the larger organizations. 
It acquired 2,000 acres of Connellsville coal, and ore prop- 
erties, with an annual output of 916,000 tons. Some of 
the directors of the American Steel and Wire Company 
also owned the American Steamship Company, with a 
fleet of twelve ore steamers, which were afterwards trans- 
ferred to the Steel and Wire Company. On the basis of 
these advantages, the American Steel and Wire Company 
proposed to build a large steel plant at Milwaukee, which 



536 QUARTERLY JOURNAL OF ECONOMICS 

would supply raw material to its Western mills, and in 
the Pittsburg district, began the installation on Neville's 
Island, in the Monongahela River, below Pittsburg, of a 
complete system of production from the ore and coke to 
wire, wire nails, and springs.* The National Steel Com- 
pany had also purchased iron mines with an annual output 
of 1,300,000 tons and considerable tracts of coal land 
in the Connellsville and adjoining districts, and began 
the installation of a furnace capacity sufficient to supply 
the total requirements of the Tin Plate, Sheet Steel, and 
Steel Hoop Companies, f whose financial control, repre- 
sented by William and J. H. Moore, was identical with its 
own. The National Tube Company adopted the same 
policy. This company owned no ore or coal, but evi- 
dently relied upon its friendly relations with the Federal 
Steel Company, J. P. Morgan & Co. being represented in 
both, to procure for it ore and coal on favorable terms ; for 
in the fall of 1900 the National Tube Company began the 
construction of a large, open-hearth steel plant at Wheel- 
ing, West Virginia, which was designed to furnish steel 
billets to all its plants in the Central West.J 

These projects of industrial independence were rapidly 
taking form during 1900, and their approaching consumma- 
tion menaced the continuance of harmony in the steel 
trade. In the West, the Federal Steel Company was faced 
with the danger of losing its entire market for wire rods, 
and in the Ohio district with the loss of a large demand 
for the output of its Lorain plant. In the Pittsburg 
district, the Carnegie Company was affected by each one 
of the developments in that section. The American Steel 

*Iron Age, December 21, 1899. 

t The American Steel Hoop Company owned a fifth interest in the Mahon- 
ing mine at Hibbing, Minnesota, producing 1,000,000 tons of ore annually, and 
a third interest in the coal property of the National Mining Company, com- 
prising 7,000 acres of coal land at Bridgeville, near Pittsburg. Supplement 
to Iron Age, December 27, 1900. 

t The facts relating to the acquisitions of different companies mainly de- 
rived from Supplement to Iron Age, December 27, 1900. 
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and Wire, the Moore Companies, and the National Tube 
Company were each striving to make themselves inde- 
pendent of the Carnegie Company, which had, from the 
beginning, found its largest market in the mills which its 
would-be rivals now controlled. If their plans should 
materialize, the Carnegie Company would have to find 
new markets for its blooms and billets, — markets much 
more difficult to approach than the Pittsburg district 
afforded. Its former customers would produce for them- 
selves the enormous quantity of material which they had 
formerly purchased. The tendency of the iron and steel 
industry, under the leadership of the consolidations, was 
towards a declaration of industrial independence, which 
would leave the Carnegie and the Federal Steel Com- 
panies to blaze new avenues of demand. 

Neither of these companies, however, had any intention 
of submitting to such a loss of markets. They had long 
since determined — in the case of the Carnegie Company, 
according to Mr. Schwab, in the early part of 1900 — to 
resist the new policy by direct competition. If the other 
large companies refused to buy their steel billets, they 
would convert those steel billets into wire rods, sheets, 
and tubes, and sell them in competition with their recal- 
citrant customers, — in other words, they would seek their 
new markets, not in foreign lands or in new forms of 
production, but in the preserves of their rivals. 

The Federal Steel Company led off in this counter- 
movement by threatening to build wire mills unless the 
American Steel and Wire Company should abandon its 
plan of producing its own material and renew its wire -rod 
contract with the Federal Steel Company. The Steel and 
Wire Company saw no present profit in competition, and 
its Western extensions were abandoned. With the situa- 
tion in the Pittsburg district, the Carnegie Company pro- 
posed to deal in similar fashion. On January 12, 1901, 
this company announced the proposed construction of a 
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large tube mill at Conneaut, Ohio, having chosen this 
location on Lake Erie both because of the railway dis- 
crimination against Pittsburg in east-bound freights, and 
because the empty ore cars returning from Pittsburg 
could be filled with coke for the tube works. They 
also proposed to build sheet mills at Homestead; and 
it was strongly intimated that other lines of finished 
material would be invaded.* At the same time, the 
Carnegie Company was preparing to secure an indepen- 
dent line to the seaboard by way of the Western Maryland 
Railroad, and the abandoned route of the South Pennsyl- 
vania. These announcements caused the most serious 
anxiety to the leaders of the newly formed consolidations 
in the Central West. In the Chicago district, it was gen- 
erally believed that the carrying out of the plans of inde- 
pendence conceived by the management of the American 
Steel and Wire Company had only been postponed to a 
more favorable season. The fighting strength of the two 
companies involved was so nearly equal that permanent 
peace could not be expected in view of the large induce- 
ments offered by independent control of the materials of 
production. At any time the harmony in the steel trade 
of this section might be destroyed, and monopoly earnings 
reduced to a competitive basis. In the Pittsburg district, 
the Carnegie Company threatened with its competition 
the five Moore Companies, the Steel and Wire Company, 

* The Iron Age of January 17, 1900, describes the situation as follows : — 
"Avowedly, the Carnegie Steel Company hare decided that in view of 
recent developments their policy must be to carry the processes of manufacture 
forward from the ore and coal in the ground to the finished marketable 
material. In other words, ultimately no steel will be marketable in the form 
of the billet. The Carnegie Steel Company now produce steel rails, structural 
material, and plates. Quite recently the manufacture of axles has been added. 
... In a few months the plant now building for making steel bars and allied 
products will be completed. The Conneaut plant will take care of the lines of 
pipes and tubing, which is regarded as a branch which is bound to develop 
largely. It is understood that plans have been completed for the building of 
a very large sheet mill, if, in fact, the contracts are not already placed for the 
machinery. An outlet for additional steel is to be sought in wire rods, although 
that will probably not be taken in hand for some time to come." 
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and the National Tube Company. There was a general 
belief in the sincerity of Mr. Carnegie's emphatic declara- 
tions, and the future of harmonious control in the Pitts- 
burg district appeared very doubtful.* The iron and 
steel trade of the Middle West seemed about to descend 
into the depths of a competitive struggle, wherein the 
seller, who for a short time had been the master of the 
buyer, should again be his servant. Such a contingency 
it was to the paramount interest of the consolidations to 
avoid. 

The situation in the Pittsburg district was of peculiar 
menace. The Carnegie Steel Company owned the most 
complete, the best-equipped, and the best-managed steel 
plant in the United States. The perfection of its equip- 
ment in point of independent supplies of materials and 
transportation service has been already described. No 
one of its rivals was worthy to be compared with it in 
point of self-sufficiency of production. This equipment 
supplied ore and fuel to the mills which were grouped so 
closely about Pittsburg that the president of the company 
was able to visit some department of each mill on succes- 
sive days. The Edgar Thompson furnaces and mills were 
at Bessemer, two miles from Pittsburg; the Duquesne 
furnaces and mills, four miles from Pittsburg; and the 
Homestead Steel Works, one mile from the city. Besides 
these larger works, there was located in or immediately 
adjoining the city the upper and lower Union Mills, the 
Carrie and Lucy Furnaces, and the Howard Axle Works. 
All these plants were connected by the Union Railway, 
with thirty-nine miles of track, which in turn connected 

* Commercial and Financial Chronicle^ January 26, quoting an interview 
with Andrew Carnegie. " The immediate cause of whatever trouble exists in 
the trade is probably the announcement that the Carnegie Company is about 
to construct extensive works for the manufacture of tubes. . . . The National 
Tube Company formerly obtained its steel billets from the Carnegie Company, 
but decided to erect blast furnaces and mills to supply itself. Naturally, the 
Carnegie Company then announced that it would be forced to finish its own 
product into tubes." 
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■with the Pittsburg, Bessemer & Lake Erie Railroad to 
the north. This arrangement of mines, coke ovens, and 
mills, was the most favorable that could have been de- 
vised for economical production. The mills of the Car- 
negie Steel Company were concentrated at the point of 
largest present advantage, where materials could be most 
easily assembled, and from which the largest markets could 
be most easily reached. It was this fact of concentration, 
even more than their superior facilities, which gave to the 
Carnegie Company their most pronounced advantage. The 
mills of their rivals were too widely scattered. Their loca- 
tion antedated the recognition of Pittsburg as the natural 
seat of the iron and steel trade. For example, the plants 
of the National Steel Company were at Youngstown, 
Columbus, Bellaire Mills and Mingo Junction in Ohio, 
and at New Castle, Sharon, and Uniontown in Pennsyl- 
vania. Only in one instance — Youngstown and Niles 
being but fifteen miles apart — were two plants within 
hailing distance, and some of them were two hundred 
miles apart. All of these plants could not have equal 
advantages in obtaining materials, and no one of them 
was so well situated as the mills at Pittsburg. The plants 
of the National Tube Company were even more scattered, 
and those of the American Steel and Wire were sown 
broadcast over the whole face of the land. A grant of 
land, a cash bonus, ten years' exemption from taxation, 
a local connection, any one of a number of causes entirely 
disconnected from considerations of economic production, 
had determined the original location of these plants, the 
burden of whose maladjustment the steel trusts had now 
to assume and carry. The plan of concentration on 
Neville's Island, which the American Steel and Wire 
Company had already begun to execute, was an evident 
recognition, on their part, of the superior economy of con- 
centrated production in power, in labor, in superintend- 
ence, and in the provision of materials. Mr. Carnegie had 
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anticipated his rivals by twenty years. All the benefits 
of centralization which they were striving for he had long 
since achieved. 

The advantages of the Carnegie Company did not stop 
here. Their mechanical equipment was superior to that 
of any other mills, and their business was the best man- 
aged of any in the country. It is not meant by the first 
statement to imply that the consolidations did not include 
individual plants which were the equal of the Carnegie 
mills. The plant of the Ohio Steel Company at Youngs- 
town, for example, was not inferior to anything in Pitts- 
burg. It is, however, true that the average excellence of 
the Carnegie equipment was far above the average of any 
of its rivals. The superior equipment of the Carnegie 
works was the result of a policy of large expenditure upon 
betterments persistently pursued for many years. " Every 
new process and every new machine which would in any 
way increase the efficiency, reduce the cost, and improve 
the product of the Carnegie Company, has been applied, 
until this great concern has raised the physical condition 
of its plants to a point which is unsurpassed." * Divi- 
dends had never been considered by the management. 
Improvement had been the one thing thought of. During 
the years 1898 and 1899 the Carnegie Company expended 
out of earnings, upon new construction and betterments, 
no less a sum than $20,000,000.f The nature of this 
policy of the investment of earnings in improvements may 
be illustrated by comparative statement of the Homestead 
mills in 1890 and 1898 : J— 

1890. 

1. Two 5-ton Bessemer converters. 

2. Seven open-hearth furnaces, one 15-ton, four 20-ton, two 35-ten, 

3. One 28-inch blooming mill. 

* United States Investor, February 9, 1901. 

t Age of Steel, January, 1900, special anniversary edition, p. 102. 
t The facts relating to Carnegie Mills are taken from the Directory of Iron 
and Steel Works, published by the American Iron and Steel Association. 



542 QUARTERLY JOURNAL OF ECONOMICS 

4. One 23-inch and one 33-inch train for structural shapes. 

5. One 10-inch mill. 

6. One 32-inch slabbing mill for rolling heavy ingots. 

7. One 120-inch plate mill. 

Annual capacity, 295,000 tons. 

1898. 

1. Three Bessemer converters, two 10-ton, one 12-ton. 

2. Thirty open-hearth furnaces, one 12-ton, six 25-ton, eight 35- 

ton, and fifteen 40-ton. 

3. One 28-inch and one 38-inch blooming mill. 

4. One 23-inch and one 33-inch train for structural shapes. 

5. One 10-inch mill. 

6. One 32-inch slabbing machine. 

7. One 40-inch cogging mill. 

8. One 35-inch beam mill. 

9. One 119-inch plate mill. 

10. One 3,000-ton and one 10,000-ton hydraulic press. 

11. Steel foundry, press shop, and machine shop. 
Annual capacity, 2,260,000 tons. 

These represent the improvements at only one of the 
Carnegie plants, made during a season of depression and 
paid for out of earnings. The increased earning power 
here represented was clear gain. No deductions had to be 
made for interest payments. The policy of the Carnegie 
Company was purely industrial. Financial considerations 
had little weight. Its shares were never in the market. 
It had no loans to float, no stock commissions to sell, no 
bonuses to dispose of. The greater part of its profits was 
each year invested in the plant. As Mr. Carnegie re- 
cently remarked, he and his partners knew little about 
the manufacture of stocks and bonds. They were only 
conversant with the manufacture of steel. 

The management of the Carnegie Company represented 
the acme of productive efficiency. Every officer had risen 
from the ranks by sheer dint of compelling merit. Every 
head of a department had an interest in the business apart 
from his salary. Trade unionism had been banished from 
the mills in 1892, and the workmen were spurred by high 
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wages and the promise of advancement. No visitor to 
the Carnegie mills can fail to be impressed with the in- 
tensity of the effort and the strained attention evident in 
every department. None but the strongest could stand 
the terrific pace. Breakdowns were frequent at thirty- 
five, men were old at forty-five. The famous "iron-clad 
agreement," it has been claimed, was designed to dispense 
peaceably with partners who had outlived their useful- 
ness. Not only was money lavishly spent on salaries and 
wages, but large sums were paid for information. The 
result of these advantages and this policy appeared in the 
revelations of the Carnegie-Frick controversy, when the 
plaintiff claimed that the total profits of the company for 
1898-99 exceeded $70,000,000. Such was the company 
that threatened the steel trusts with its competition.* 

The results of this competition were clearly foreseen by 
those in control of the consolidations. In view of the 
inadequacy of their surplus reserve, taken in connection 
with their other disadvantages, a general decrease in 
profits would be the signal for the passing of dividends, 
and a heavy fall in the value of their stockholdings. Not 
only this, but industrial warfare demands new appliances 
and large construction, which could only be paid for by 
issuing bonds or adopting the more dangerous course of 

* The situation was made more critical by the fact that the man who had 
built up the Carnegie Company was still in active control of its affairs and di- 
recting its policy. 

The Iron Age, on the occasion of his proposed retirement in 1899, remarked 
as follows : — 

" Mr. Carnegie has carried the American iron trade along with him. He 
has been the unswerving advocate, and his plants the most stunning examples, 
of the .policy of running to full capacity. He has been the man, above all 
others, who created and fostered the policy of record-breaking. He has, more 
than any other producer, spent money lavishly on equipping his plants with 
the very latest appliances, who has invested earnings most promptly in enlarge- 
ments. He has set a pace on the iron trade of the country which all have been 
forced to follow. He has been, more than any other man, the type of the un- 
tiring, incalculable exponent of unrestrained competition, which the younger 
generation of manufacturers and business men may admire, but do not care to 
imitate." 
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increasing the floating debt. In either event the decline 
in the value of stocks due to decreased earnings would 
be fixed and confirmed for years by placing fixed charges 
ahead of dividends. The steel stocks were but weakly 
held. With the possible exception of National Tube, 
preferred, they had no investment standing. Severe com- 
petition would reduce them to the level of National 
Starch, United States Rubber, Union Steel and Chain, 
and the other pariahs of the stock exchange. The inter- 
ests in control of the consolidations owed it as a duty to 
their stockholders to use every means in their power to 
avert the impending calamity. 

Not only were the leaders of the steel trusts under obli- 
gations to their stockholders to prevent the threatened dis- 
aster, but considerations of private advantage inclined 
them to the same policy. The consolidations in the iron 
and steel trade required in their formation the provi- 
sion of very large sums of money for the purchase of 
desirable plants, whose owners were in position to drive 
hard bargains with the promoters. It was also neces- 
sary that the new companies should be furnished with 
working capital. This money was to be raised by the 
sale of the stocks of the new corporations to the gen- 
eral public, and the capitalization has in all cases been 
made sufficiently large to cover the cash requirements, 
always provided that the public bought the stocks at 
prices based on the representations of promoters, and that 
the earnings of the combinations would be sufficient to 
pay dividends on the stock. It was believed that the 
outside demand could be depended on for the amount of 
cash necessary, and on the strength of this opinion the 
consolidations were underwritten by banking houses and 
other financial institutions, which divided the responsi- 
bility thus originally assumed among their respective 
constituencies. This financing was in most cases of the 
nature of a guarantee that a sufficient amount of the new 
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stocks would be sold, and at a sufficient price to provide 
the funds which the promoters required for their cash 
payments. In return for this guarantee the underwriters 
received a stock commission, in some cases amounting to 
10 per cent, of the total capitalization of the companies. 
With the certainty that cash would be forthcoming 
where cash was required, the promoters were able to 
purchase the necessary plants, generally by the exchange 
of stock with their owners, and to place the new com- 
panies firmly upon their feet with a control of the several 
industries, and with a working capital sufficient for begin- 
ning business. If the stocks were readily sold, the obli- 
gation of the underwriters to the new company soon 
ended; and their only concern was to dispose of their 
stock commissions and take their profits. On the other 
hand, if the public would not buy the stock, the under- 
writers were bound by their agreements to take the 
unsalable securities, and pay cash for them at the prices 
agreed upon. In some cases also, where the financing 
had been carried out by the sale of " privileges," — that is 
to say, two shares of stock for the face value of one, — the 
underwriters purchased the stock in the first instance, 
assuming the entire responsibility of its sale. The profits 
of the promoters were to come from the same source as 
those of the underwriters ; namely, from the sale of such 
stock as remained to them after the plants were pur- 
chased and the underwriting secured. Underwriters and 
promoters alike looked for their profit to the stock 
market, in the belief that the public would buy at good 
prices the stocks which were offered to them. 

These expectations of profit were disappointed. The 
securities of the steel companies first formed, Federal 
Steel and American Steel and Wire stock, went off readily 
enough ; but the trust business was so greatly overdone 
during the first six months of 1899 that, in the flotation 
of most of the consolidations organized during that period, 
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underwriters were obliged to take and pay for large blocks 
of stock, and to hold this stock for a more favorable mar- 
ket, neither promoters nor underwriters being able to 
take their profits. The offerings of trust shares was too 
great for easy consumption : the public's appetite was 
dulled by huge feeding. During the last six months of 
this year, a general decline took place from the list prices 
of the trust stocks, the steel trusts suffering with the rest. 
This decline was accentuated by the panic of December 
18, 1899, and continued with but little check until Octo- 
ber, 1900. Profitably or safely, underwriters and pro- 
moters, unable in such a market to dispose of their hold- 
ings of trust stocks, found themselves in the position of 
controlling the policy of the new companies. This result, 
as may naturally be supposed, was no part of their original 
intention. It is true that the original backers of a new 
corporation, if they deal honestly with the public, will 
continue to be active in its management until no question 
exists of its stability. They will be especially forward in 
supporting the price of the new stocks, whenever the mar- 
ket is unfavorable. In the pursuit of this policy of tem- 
porary control, which is expected by the public, and fail- 
ing in which, they will forfeit confidence in the honesty of 
their future proposals, the sponsors of a new enterprise 
will often accumulate a large amount of its stock either 
to decide an election or to sustain prices. It is no part of 
their policy, however, to make these holdings permanent 
and identify themselves in this way with every corpora- 
tion with which they may be temporarily associated. 
The profits of underwriters and public promoters come 
from the sale of stocks, not from their dividends. Their 
resources are, so far as possible, held in such form as to 
be instantly available. When they lock up their funds 
in the securities of a new enterprise, it is because their 
expectations of profit have been disappointed and their 
calculations have gone astray. In such an event, and 
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finding themselves placed in control, it is to be expected 
that they will so manage the corporation as to improve, 
as rapidly as is consistent with safe and honest manage- 
ment, the position of their holdings of its securities, in 
order that the deferred profits of underwriting and pro- 
motion may be as soon as possible realized. 

Steel was not popular with the speculators, and in a 
declining market the steel stocks were heavy sufferers. 
After the certainty of Republican victory had strength- 
ened the position of the consolidations, however, the steel 
stocks began to advance in sympathy with the general 
movement.* The long-deferred hopes of the insiders 
seemed about to be realized. The public was willing to 
buy their shares ; and, in the unreasoning market which 
followed the election, the higher the price of a stock was 
pushed, the more eager were the speculators to buy it. 
Sales of all the steel stocks showed considerable gains. 
The underwriters and promoters were at last able to sell 
their holdings on an advancing market, and to take their 
long-deferred reward for services rendered. Every indi- 
cation pointed to a great bull movement in steel stocks, 
which was supported and strengthened by a rising tide of 
demand in the steel market. The realization of deferred 
profits which the advancing market was making possible 
would be broken off by the threatened outbreak of hostili- 
ties between the great companies, and those in control 
of the steel trusts had therefore a double motive to pre- 
vent competition. Their obligations to the other stock- 
holders of the steel trusts and their own interests as the 

* The following table shows the gains recorded on the principal steel stocks 
from October, 1900, to January, 1901 : - 



Federal Steel 

American Steel and Wire 

National Tube 

National Steel 

American Tin Plate . . . 
American Steel Hoop . . 



Common. 


Pre/erred. 


Lowest. Highest. 


Lowest. Highest. 


31| 58i 


60f 78 


30i m 


713 89 


45f 69| 


923 1051 


24 43 


82 96} 


26| 57J 


791 92 


17J 32| 


66 79 
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largest stockholders made it imperative that the values 
of the steel stocks should be protected. Failure to ar- 
range an amicable settlement of their difficulties would 
not only inflict severe losses upon them, but would lock 
up their cash resources at a time when the formulation 
of new projects of consolidation promised large profits of 
quick returns from the employment of their funds. 

The financial situation in the beginning of 1901 must 
be clearly understood if the formation of the United 
States Steel Corporation is to be explained. The problem 
presented by the attitude of the Carnegie Steel Company 
was not to be solved by exclusive reference to industrial 
conditions. If the consolidations had been controlled by 
steel producers, there is much reason to suppose that a 
fight would have been made. The passing of dividends 
could not affect the control. The absence of indebtedness 
gave a reserve for competition in the issue of bonds equal 
to the minimum earning capacity of the plants. The 
conflict would have been severe ; but the Carnegie Com- 
pany, in spite of its strength, could not, in all reasonable 
probability, have ruined its debt-free competitors. It 
could only force them to enlarge the field of their opera- 
tions by new construction ; and, when an armistice had 
been declared, the other steel consolidations would retain 
their control of the raw materials, the capacity of their 
plants would be enlarged, their cash reserves would be 
increased, and, if bonds had been issued, the assets side 
of the balance sheet would have been correspondingly 
increased. The next great boom in the iron and steel 
trade would have found the consolidations ready for the 
demand, and would have enabled them to recoup their 
losses by obtaining a larger share of the rapidly increas- 
ing demand for iron and steel. Periodical competition 
has no terrors for industrial industry. It is only financial 
industry which dreads a reduction of profits. The Mid- 
vale Steel Company or Jones & Laughlin, Limited, can 
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pass through a period of depression without disaster and 
with substantial gain in increase of plant and equipment. 
The National Tube Company could have done the same 
if its preferred stock had not contained the cumulative 
feature, and if its securities had been held for investment, 
and not for sale. As it was, however, it was absolutely 
necessary to the controlling interests in the steel trusts, 
not merely in order to protect their own holdings, but to 
retain their prestige with the speculative public, and to 
prevent a general decline in stock values, that the threat- 
ened steel war should be avoided. The steel industry as 
such was in no danger from competition ; but the financial 
control of the steel industry was in great danger, and 
that control must be protected. Mr. Carnegie could not 
have chosen a better time to make his attack than when 
the leading financial interests of the country were anxious 
to engage in new operations, to whose success a decline 
in the value of the steel stocks might have proved disas- 
trous, — disastrous not merely because of the loss of con- 
fidence in their projects which the passing of steel divi- 
dends would cause, and the chill and paralysis of specula- 
tion which would follow, but because of the locking up 
of capital in securities whose values, raised with so much 
care and after so long a time, the threatened competition 
would practically destroy. Mr. Morgan and his associates 
would have been unworthy the further confidence of the 
investing and speculative public, had they not done every- 
thing in their power to prevent the disaster threatened by 
the steel war. 

There were only two ways by which the controlling in- 
terests of the steel trusts could avert the impending calam- 
ity. One was to make an abject surrender to the Car- 
negie Company, thereby confessing their inferiority, in- 
flicting a severe blow upon their already doubtful credit, 
giving up all the plans of industrial independence which 
had been included in their schedules of advantages, and 
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upon the attainment of which their capitalization had 
been in part based, and leaving the danger of competition 
still present and no longer concealed ; the other to adopt 
a plan which should harmonize all the conflicting interests 
by uniting them into one corporation, organized, like the 
Federal Steel Company, to own a majority interest in the 
various steel companies which it was necessary to control, 
and in this way to remove the danger of competition. In 
a declining stock market the second alternative could 
hardly have been chosen. But, in the great bull move- 
ment which culminated in May of the present year, all 
things were possible. The United States Steel Corpora- 
tion was backed by the strongest financial houses in the 
United States. It included the Carnegie Company, the 
strongest steel company in the world ; it completely real- 
ized the ideal of independence, for which all the merging 
companies had been striving ; it exorcised the forbidding 
spectre of competition ; and it was offered to the public at 
a time when the speculative mind was able to appreciate 
these advantages at something more than their real value. 
Out of this favoring conjunction of circumstances, was 
evolved a corporation with a capitalization of $416,000,- 
000 in excess of the combined capitals of the merging 
companies, out of which has been taken a large amount of 
ostensible profits in bonuses, premiums, and commissions. 
The details of the organization, the motives to which the 
promoters appealed, and the financial prospects of the new 
company are matters for subsequent study. The outcome 
of the present investigation is that the primary advantages 
sought in the formation of the United States Steel Corpo- 
ration were the avoidance of competition, and the guar- 
antee of permanent stability and harmony in the steel 
trade in the Middle West. 
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